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To  the  Legislative  Audit  Committee 
of  the  Montana  State  Legislature: 

This  is  our  financial-compliance  audit  report  on  the  State  Auditor's  Office  for  the  two  fiscal  years  ended 
June  30,  2000.   Included  in  this  report  are  recommendations  concerning  timely  distribution  of  federal 
forest  reserve  funds,  reporting  of  employee  payroll  information,  and  recording  financial  information  on 
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Respectfully  submitted. 


■A- 

Scott  A.  Seacat 
Legislative  Auditor 


Room  160,  State  Capitol  Building,  PO  Box  201705  Helena  MT  59620-1705 
Phone  (406)444-3122   FAX  (406)444-9784  E-Mail  lad@state.mt.us 


Digitized  by  the  Internet  Archive 

in  2010  with  funding  from 

Montana  State  Library 


http://www.archive.org/details/stateauditorsoff2000mont 


Legislative  Audit  Division 


Financial-Compliance  Audit 

For  the  Two  Fiscal  Years  Ended  June  30,  2000 


State  Auditor's  Office 


Members  of  the  audit  staff  involved  in  this  audit  were  Scott  Hoversland  and 
Alexa  O'Dell. 


Table  of  Contents 

Elected  and  Administrative  Officials Page  iii 

Report  Summary Page  v 

General Page  1 

Office  Background  and  Organization Page  1 

Prior  Audit  Recommendations Page  3 

Federal  Forest  Reserve  Fund   Page  5 

Federal  Payroll  Reporting Page  6 

Accounting  Issues Page  7 

Expenditure  Accruals   Page  7 

Insurance  Securities  Deposits   Page  8 

Recording  Revenues  in  the  Proper  Fund Page  10 

Recording  All  Financial  Activity  on  the  State's 

Accounting  Records Page  1 1 

Stamping  Fee Page  1 1 

Insurance  Settlements Page  1 3 

Independent  Auditor's  Report   Page  A-3 

Schedule  of  Changes  in  Fund  Balances  &  Property 

Held  in  Trust  for  the  Fiscal  Year  Ended  June  30,  2000 Page  A-5 

Schedule  of  Changes  in  Fund  Balances  &  Property 

Held  in  Trust  for  the  Fiscal  Year  Ended  June  30,  1999 Page  A-6 

Schedule  of  Total  Revenues  &  Transfers-In  for  the 

Fiscal  Year  Ended  June  30,  2000 Page  A-7 

Schedule  of  Total  Revenues  &  Transfers-In  for  the 

Fiscal  Year  Ended  June  30,  1999 Page  A-8 

Schedule  of  Total  Expenditures  &  Transfers-Out  for  the 

Fiscal  Year  Ended  June  30,  2000 Page  A-9 

Schedule  of  Total  Expenditures  &  Transfers-Out  for  the 

Fiscal  Year  Ended  June  30,  1999 Page  A-10 

Notes  to  the  Financial  Schedules   Page  A-l  1 

Page  i 


Introduction 


Prior  Audit 
Recommendations 

Findings  and 
Recommendations 


Independent  Auditor's 
Report  &  Office  Financial 
Schedules 


Table  of  Contents 


Office  Response  State  Auditor's  Office Page  B-3 


Page  ii 


Elected  and  Administrative  Officials 


State  Auditor's  Office  Through  December  2000 

Mark  O'Keefe,  State  Auditor 


Rusty  Harper,  Deputy  State  Auditor 
Brenda  Elias,  Deputy  Securities  Commissioner 
Peter  Funk,  Deputy  Insurance  Commissioner 
John  Huth,  Central  Services  Administrator 

Beginning  January  2001 

John  Morrison.  State  Auditor 

Rusty  Harper,  Deputy  State  Auditor 

Brenda  Elias,  Deputy  Securities  Commissioner 

Jan  VanRiper,  Deputy  Insurance  Commissioner 

John  Huth,  Central  Services  Administrator 


For  additional  information  concerning  the  State  Auditor's  Office, 
contact  John  Morrison  at: 

State  Auditor's  Office 
PO  Box  4009 
Helena  MT  59604-4009 
(406)  444-2040 


e-ma.ihjmorrison@state.mt.us 


Page  iii 


Page  iv 


Report  Summary 


State  Auditor's  Office 


This  report  contains  the  results  of  our  financial-compliance  audit  of 
the  State  Auditor's  Office  for  the  two  fiscal  years  ended  June  30, 
2000.   The  previous  audit  report  contained  six  recommendations  to 
the  office. 


This  report  contains  six  recommendations  directed  to  the  office  and 
an  unqualified  opinion  on  the  office's  financial  schedules.   This 
means  the  reader  may  rely  on  the  financial  information  and 
supporting  data  on  the  primary  accounting  records.   The  office's 
written  response  to  the  audit  begins  on  page  B-3. 

The  listing  below  serves  as  a  means  of  summarizing  the 
recommendations  contained  in  the  report,  the  office's  response 
thereto,  and  a  reference  to  the  supporting  comments. 


Recommendation  #1 


We  recommend  that  the  office  establish  procedures  to 
ensure  that  Federal  Forest  Reserve  funds  are  distributed 
to  the  counties  within  30  days  of  receipt  of  final  payment 
as  required  by  law 
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Office  Response:   Concur.  See  page  B-3. 


Recommendation  #2 


We  recommend  that  the  office  establish  procedures  to 
ensure  compliance  with  federal  regulations  regarding 
employee  payroll  withholding  information 
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Office  Response:   Concur.   See  page  B-3. 


Recommendation  #3 


We  recommend  the  office  properly  record  accruals  in 
accordance  with  state  law  and  policy 


Page  8 


Office  Response:   Concur.   See  page  B-4. 


Recommendation  #4 


We  recommend  the  office  ensure  all  securities  on  deposit 

are  assigned  to  the  office  and  properly  record  all  securities 

and  cash  on  deposit  in  accordance  with  state  law Page  10 


Office  Response:   Concur.   See  page  B-4. 
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Recommendation  #5 


We  recommend  the  office: 


A.  Record  fee  revenue  received  in  the  proper  fund  in 
accordance  with  state  law. 

Office  Response:   Concur.   See  page  B-4. 

B.  Transfer  $5,150  to  the  General  Fund Page  11 

Office  Response:  Concur.   See  page  B-4. 


Recommendation  #6 


We  recommend  the  office: 


A.  Record  all  revenue  and  expenditures  related  to  the 
stamping  fee  established  in  section  33-2-321(5),  MCA, 
on  the  state's  accounting  records. 

Office  Response:   Concur.   See  page  B-5. 

B.  Record  all  settlement  revenue  and  expenditures  not 
specific  to  a  wronged  party  on  the  state's  accounting 

records Page  13 

Office  Response:   Concur.   See  page  B-5. 
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Introduction 


General 


We  performed  a  financial-compliance  audit  of  the  State  Auditor's 
Office  (office)  for  fiscal  years  1998-99  and  1999-00.   The  objectives 
of  our  audit  were  to: 


1 .  Determine  if  the  office  complied  with  applicable  laws  and 
regulations. 

2.  Make  recommendations  for  improvement  in  management  and 
internal  controls  and  financial  operations. 

3.  Determine  if  the  office's  financial  schedules  present  fairly  the 
results  of  operations  for  the  two  fiscal  years  ended  June  30, 
2000. 

4.  Determine  the  implementation  status  of  prior  audit  recom- 
mendations. 

This  report  contains  six  recommendations  to  the  office.   Other  areas 
of  concern  deemed  not  to  have  a  significant  impact  on  the  successful 
operations  of  the  programs  within  the  State  Auditor's  Office  are  not 
specifically  included  in  the  report,  but  have  been  discussed  with 
management. 

In  accordance  with  section  5-13-307,  MCA,  we  analyzed  and 
disclosed  the  cost,  if  significant,  of  implementing  the  recommen- 
dations. 


Office  Background  and 
Organization 


The  State  Auditor's  Office  was  established  by  Article  VI,  Section  1 
of  the  Montana  Constitution.   The  State  Auditor  is  the  ex-officio 
Commissioner  of  Insurance  and  the  ex-officio  Commissioner  of 
Securities.   The  State  Auditor  licenses  and  regulates  insurance 
companies  and  agents  within  the  state,  and  regulates  and  registers 
securities  dealers.   The  State  Auditor  also  serves  as  a  member  of  the 
State  Land  Board  and  the  Crop  Hail  Insurance  Board.   Total  full- 
time  equivalent  (FTE)  positions  of  the  office  are  67.   The  office 
currently  has  12  exempt  positions. 
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The  office  is  organized  as  follows: 

1 .  The  Central  Management  Division  is  responsible  for  the 
administrative,  budgeting,  personnel,  and  accounting  functions 
of  the  office.   The  division  also  provides  the  State  Auditor 
suppon  as  he  fulfills  his  duties  on  the  State  Land  Board  and  the 
Crop  Hail  Insurance  Board.   (9.5  FTE) 

2.  The  Insurance  Division  regulates  the  insurance  industry  in 
Montana.   Its  duties  include  resolving  insurance  consumer 
inquiries  and  complaints  involving  agents,  coverage,  and 
companies:  licensing  and  reviewing  the  market  and  financial 
condition  of  insurance  companies;  collecting  the  insurance 
premium  tax:  reviewing  rates  and  reviewing  and  approving 
forms  used  by  insurance  companies:  licensing,  testing,  and 
administering  a  continuing  education  program  for  all  agents 
seeking  to  conduct  insurance  business  in  the  state:  and 
investigating  insurance  code  and  rule  violations.   (46  FTE) 

3.  The  Securities  Division  is  responsible  for  the  administration 
and  enforcement  of  the  Securities  Act  of  Montana.   The 
division  is  responsible  for  the  registration  of  securities  issuers, 
salespeople,  investment  advisers,  broker-dealers,  and 
investment  adviser  representatives.   Additionally,  it  investigates 
instances  of  unregistered  or  fraudulent  securities  transactions. 
(11.5  FTE) 

The  office  is  responsible  for  distributing  a  portion  of  insurance 
premium  taxes  to  the  Montana  Public  Employees'  Retirement 
Agency  and  to  fire  and  police  departments  in  qualifying  Montana 
cities  and  towns.   The  office  also  distributes  federal  forest  reserve 
monevs  to  Montana  counties. 
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Prior  Audit  Recommendations 


Prior  Audit  We  Performed  tne  Prior  financial-compliance  audit  of  the  office  for 

Recommendations  the  two  fiscal  years  ended  June  30,  1998.  The  report  contained  six 

recommendations  to  the  office. 

During  the  current  audit,  we  determined  the  office  implemented  four 
of  the  recommendations  and  partially  implemented  two 
recommendations.   The  two  recommendations  which  were  partially 
implemented  deal  with  recording  settlement  revenues  and 
expenditures  (page  13)  and  recording  and  assigning  securities  on 
deposit  in  accordance  with  state  law  (page  8). 
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Findings  and  Recommendations 


Federal  Forest  Reserve  The  federal  government  distributes  twenty-five  percent  of  gross 

fund  receipts  generated  on  Forest  Service  lands  each  fiscal  year  to  the 

states.   Payments  are  to  be  used  to  benefit  public  schools  and  public 
roads  of  the  county  or  counties  in  which  the  national  forest  is 
situated.   The  U.S.  Forest  Service  calculates  the  payments  and  sends 
letters  to  the  states  advising  them  of  the  total  amount  and  how  much 
each  county  is  to  receive.   The  State  Auditor's  Office  is  the  agency 
designated  to  receive  the  payments  in  Montana.   The  office  receives 
federal  forest  reserve  payments  in  two  installments;  three-fourths  of 
the  estimated  payment  is  received  in  October  and  the  balance  is 
received  in  December  of  each  year. 

Section  17-3-211,  MCA,  requires  the  forest  reserve  money  to  be 
invested  and  all  investment  earnings  credited  to  the  forest  reserve 
account.   In  addition,  the  law  requires  all  forest  reserve  funds 
received,  plus  interest  earned,  be  distributed  to  the  counties  within 
thirty  days  after  receiving  full  payment  from  the  federal 
government. 

The  fiscal  year  1998-99  distribution  of  $10,447,727  was  made 
within  the  thirty  days.   The  office  made  an  additional  distribution  of 
$4,650  in  investment  earnings  two  months  later. 

In  fiscal  year  1999-00,  the  forest  reserve  payments  were  received  on 
October  20  and  December  16,  1999.   The  distribution  to  the 
counties  did  not  occur  until  March  8,  2000,  83  days  after  the  final 
payment  was  received.   The  total  distribution  for  fiscal  year  1999-00 
was  $6,283,122.   Office  personnel  indicated  that  the  fiscal  year 
1999-00  distribution  was  held  for  final  calculations  of  investment 
earnings  in  order  to  avoid  making  two  distributions  to  the  counties. 

Office  personnel  noted  the  final  payment  for  fiscal  year  2000-01  was 
received  on  January  6,  2001,  and  had  not  been  paid  out  as  of 
February  9,  2001.   Office  personnel  anticipated  making  the 
distribution  to  the  counties  in  March  2001  in  order  to  obtain  final 
calculation  of  investment  earnings  and  to  avoid  making  two 
distributions. 
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Findings  and  Recommendations 


Recommendation  #1 

We  recommend  that  the  office  establish  procedures  to 
ensure  that  Federal  Forest  Reserve  funds  are 
distributed  to  the  counties  within  30  days  of  receipt  of 
final  payment  as  required  by  law. 


Federal  Payroll 
Reporting 


Federal  regulations  require  all  employers  have  a  signed  Form  W-4, 
Employee's  Withholding  Allowance  Certificate,  for  each  employee. 
Allowances  indicated  on  the  W-4  affect  the  calculation  of 
withholdings  from  employee  paychecks.   Changes  to  allowances  or 
additional  withholding  must  be  documented  on  a  new  W-4  form 
signed  by  the  employee  before  the  changes  may  take  effect. 
Federal  regulations  also  require  employers  to  keep  all  records  of 
employment  taxes  for  at  least  four  years.   The  most  recent  W-4 
election,  even  if  more  than  four  years  old,  must  be  kept  until  it  is 
replaced  by  a  new  W-4  or  until  the  employee  has  been  terminated 
for  a  period  longer  than  four  years. 


We  examined  ten  personnel  files  as  part  of  our  payroll  testing  and 
noted  two  instances  where  the  federal  allowances  claimed  on  the 
employee's  W-4  form  did  not  agree  to  the  allowances  in  the  payroll 
system.   One  W-4  election  made  in  January  1999  was  for  one 
allowance,  however,  the  payroll  system  listed  zero  allowances.   The 
second  discrepancy  involved  a  W-4  election  made  in  June  1999  that 
listed  eight  allowances.  The  employee's  allowances  had  changed 
three  times  on  the  payroll  system  since  June  1999,  but  no 
corresponding  W-4  was  on  file  for  any  of  the  changes.   One  change 
made  in  October  2000  set  the  employee's  allowances  at  ten.   This 
change  was  effective  for  three  pay  periods  before  allowances  were 
reduced  to  one  in  November  2000. 

The  office  has  allowed  staff  to  change  federal  allowances  by  sending 
requests  via  e-mail  to  payroll  personnel.   In  the  two  cases  noted 
above,  no  back-up  documentation  could  be  located.   The  office  did 
produce  one  e-mail  request,  dated  October  2000,  to  increase 
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Findings  and  Recommendations 


allowances  for  a  third  employee  and  a  corresponding  e-mail  request, 
dated  November  2000,  to  decrease  allowances. 


Recommendation  #2 

We  recommend  that  the  office  establish  procedures  to 
ensure  compliance  with  federal  regulations  regarding 
employee  payroll  withholding  information. 


Accounting  Issues 


Section  17-2-102(4),  MCA,  requires  state  agencies  to  input  all 
necessary  transactions  to  the  accounting  system  before  the  end  of  the 
fiscal  year  in  order  to  present  the  receipt,  use,  and  disposition  of 
resources  in  accordance  with  generally  accepted  accounting 
principles  (GAAP).   One  exception  is  for  budgetary  control 
purposes  where  encumbrances  that  are  required  by  GAAP  to  be 
recorded  as  a  reservation  of  fund  balance  must  be  recorded  as 
expenditures  and  liabilities  on  the  state's  accounting  records.   The 
Department  of  Administration,  Accounting  and  Management 
Support  Division,  has  adopted  state  accounting  policies  which 
comply  with  GAAP.   Accounting  for  financial  activity  in  accordance 
with  these  requirements  improves  the  quality,  consistency,  and 
comparability  of  the  resulting  financial  information  among  state 
agencies.   It  also  ensures  that  revenue  and  expenditures  are  properly 
and  consistently  measured  within  each  fiscal  year.   We  noted  the 
following  instances  where  the  office  did  not  record  financial  activity 
in  accordance  with  state  law  and  state  policy. 


Expenditure  Accruals 


State  accounting  policy  defines  two  types  of  expenditure  accruals. 
Expenditure  accruals  recorded  for  goods  or  services  received  after 
June  30  should  be  recorded  as  an  "A"  accrual  while  expenditures 
for  goods  or  services  received  before  June  30  should  be  recorded  as 
a  "B"  accrual.   The  encumbrances  referred  to  in  the  exception  in 
section  17-1-102(4),  MCA  are  "A"  accruals.   The  "A"  or  "B" 
designation  gives  the  Department  of  Administration,  Accounting 
Bureau  the  information  necessary  to  prepare  Montana's 
Comprehensive  Annual  Financial  Report  (CAFR). 
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At  fiscal  year-end  1999-00,  the  State  Auditor's  Office  accrued  over 
Si  1.1  million  of  expenditures  in  the  General  Fund  for  the  state's 
contribution  to  the  Montana  Police  Officers'  Retirement  System  and 
the  Firefighters'  Unified  Retirement  System.   The  office  recorded 
the  accrual  as  an  "A"  accrual  on  the  state's  accounting  system. 
These  expenditures  should  be  recorded  as  a  "B"  accrual  since  the 
state  contribution  is  based  upon  the  annual  compensation  paid  to  all 
active  members  during  the  fiscal  year. 


In  addition,  at  fiscal  year-end  1999-00,  the  office  recorded  additional 
"A"  accruals  in  the  General  Fund  of  approximately  $800,000  for 
revenue  refunds.   Because  these  are  revenue  refunds,  they  do  not 
meet  the  criteria  established  for  expenditure  accruals  and  should 
have  been  recorded  as  an  account  payable. 

As  a  result  of  incorrectly  recording  these  accruals,  the  Accounting 
Bureau  does  not  have  the  necessary  information  to  properly  prepare 
the  state's  CAFR.   These  accruals  do  not  impact  the  unreserved  fund 
balance  in  the  General  Fund. 


Recommendation  #3 

We  recommend  the  office  properly  record  accruals  in 

accordance  with  state  law  and  policy. 


Insurance  Securities 
Deposits 


Section  33-2-1 1 1,  MCA,  requires  an  insurer  intending  to  sell 
insurance  in  the  state  of  Montana  to  maintain  in  trust  through  the 
Commissioner  of  Insurance  a  deposit  of  cash  or  authorized 
securities.   Our  prior  audit  report  recommended  the  office  ensure  all 
securities  on  deposit  be  assigned  to  the  office  and  also  be  recorded 
on  the  state's  accounting  records.   Currently,  the  office  is  properly 
accounting  for  this  activity  in  the  Agency  Fund.   However,  the  fiscal 
year-end  1999-00  property  held  in  trust  balance  in  the  Agency  Fund 
reflects  the  March  31,  2000  value  of  securities  and  cash  on  deposit 
with  the  office  instead  of  the  June  30.  2000  value.   The  1999-00 
fiscal  year-end  balance  is  overstated  by  Si 45, 371 .   The  actual  year- 
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end  values  were  available  by  mid-July,  and  could  have  been 
recorded  prior  to  the  closing  of  the  accounting  records  for  the  fiscal 
year. 

In  addition,  the  office  only  recorded  the  net  reduction  in  value  of 
securities  and  cash  on  deposit  rather  than  total  additions  and  total 
reductions  in  securities  and  cash  on  deposit  throughout  the  year. 
By  netting  the  additions  and  reductions  in  securities  and  cash  on 
deposit,  the  office  is  not  fully  disclosing  the  receipt,  use  and 
disposition  of  resources  in  accordance  with  GAAP.   Office 
personnel  noted  there  was  no  set  procedure  for  preparing  the 
spreadsheet  that  evaluates  the  securities  on  deposit. 

During  our  review  of  the  spreadsheet  evaluating  securities  on  deposit 
with  the  office  as  of  June  30,  2000,  we  also  noted  one  trust  account 
that  showed  a  negative  cash  balance.   Office  personnel  were  not 
aware  of  what  caused  the  negative  cash  balance.   Upon 
investigation,  office  personnel  noted  that  maturing  securities  were 
replaced  with  new  securities  purchased  by  the  trust  on  behalf  of  the 
insurance  company  in  the  last  days  of  the  fiscal  year,  thus  creating 
the  negative  cash  balance.   Section  33-2-606,  MCA,  requires  all 
securities  not  negotiable  by  delivery  be  assigned  to  the 
commissioner.   The  assignment  of  a  securities  agreement  assigns  and 
transfers  the  securities  on  deposit  to  the  commissioner  to  be  held  in 
trust  for  all  policy  holders  and  creditors  of  the  company.   The 
securities  are  issued  in  the  name  of  the  insurer  that  provided  the 
security  for  deposit.   The  insurer's  rights  are  assigned  to  the  state  of 
Montana  through  an  assignment  of  security  agreement  between  the 
office,  insurer,  and  trust.   In  order  to  remove  or  exchange  any 
security  on  deposit,  the  insurer  must  receive  authorization  from  the 
office  and  the  trust.   Because  the  office  had  no  knowledge  the  new 
securities  had  been  purchased  by  the  trust,  the  securities  had  not 
been  assigned  to  the  commissioner  as  required  by  law. 
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Recommendation  #4 

We  recommend  the  office  ensure  all  securities  on 
deposit  are  assigned  to  the  office  and  properly  record 
all  securities  and  cash  on  deposit  in  accordance  with 
state  law. 


Recording  Revenues  in  the 
Proper  Fund 


On  January  I,  2000,  an  amendment  to  section  33-2-708,  MCA, 
became  effective  which  simplified  the  fee  structure  for  insurance 
companies  doing  business  in  Montana  and  directed  the  new  fees  to 
be  deposited  to  the  credit  of  the  State  Special  Revenue  Fund.   Prior 
to  January  1,  2000,  fees  from  insurance  companies  were  deposited 
in  the  General  Fund. 


At  the  same  time,  the  office  implemented  a  new  internal  database 
system  for  tracking  deposit  of  money  received  by  the  office.   After 
personnel  from  the  various  divisions  within  the  State  Auditor's 
Office  code  the  deposits,  Central  Management  Division  personnel 
use  a  report  from  the  database  to  transfer  the  deposit  information  to 
the  Statewide  Accounting,  Budgeting,  and  Human  Resources  System 
(SABHRS).   The  Central  Management  Division  conversion  charts 
were  updated  to  account  for  changes  in  section  33-2-708,  MCA,  but 
some  fees  collected  under  other  sections  of  law  were  overlooked. 
The  fees  collected  from  rating  organizations,  health  service 
corporations,  and  health  maintenance  organizations  were  included  in 
revenue  codes  in  the  internal  database  that  were  directed  for  deposit 
in  the  State  Special  Revenue  Fund  when  the  fees  should  have  been 
placed  in  the  General  Fund.   Fees  collected  for  consultant  licenses 
had  a  separate  code  on  the  internal  database  system;  however,  the 
conversion  chart  for  coding  to  SABHRS  caused  these  fees  to  be 
erroneously  included  in  the  Special  Revenue  Fund  after  January  1 , 
2000,  also.   The  conflicting  information  on  these  charts  caused 
$5,150  to  be  recorded  in  the  State  Special  Revenue  Fund  rather  than 
in  the  General  Fund. 


Page  10 


Findings  and  Recommendations 


Recommendation  #5 

We  recommend  the  office: 

A.  Record  fee  revenue  received  in  the  proper  fund  in 
accordance  with  state  law. 

B.  Transfer  $5,150  to  the  General  Fund. 


Recording  All  Financial 
Activity  on  the  State's 
Accounting  Records 


Stamping  Fee 


Section  33-2-321(5),  MCA,  notes  a  "stamping  fee"  not  to  exceed  1 
percent  of  the  premiums  payable  for  surplus  lines  insurance 
transacted  in  the  state  of  Montana  may  be  collected  by  a  surplus 
lines  advisory  organization  (organization).  The  statute  notes  the 
organization  shall  use  the  stamping  fees  collected  to  pay  its 
expenses.   Furthermore,  it  notes  the  commissioner  of  insurance  shall 
establish  the  stamping  fee  by  rule. 


During  our  audit,  office  personnel  stated  they  were  concerned  that  a 
stamping  fee  was  being  collected  by  an  organization  and  the  fee  was 
used  to  pay  its  expenses;  however,  none  of  the  activity  was  recorded 
on  the  office's  financial  records.  We  agreed  to  look  at  the  issue  and 
based  on  our  review  of  applicable  rules,  statutes,  and  the  by-laws  of 
the  organization,  we  noted  the  following: 

►  The  State  Auditor  is  to  approve  the  amount  of  stamping  fee 
collected. 

►  The  State  Auditor's  Office  is  responsible  for  the  general 
supervision  of  the  organization. 

►  The  State  Auditor  is  to  approve  the  organization's  operating 
manual  and  any  amendments. 

►  The  State  Auditor  is  to  approve  the  organization's  by-laws, 
rules,  and  procedures  and  any  changes  to  them. 
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►  The  State  Auditor  requires  every  licensed  surplus  lines 
insurance  producer,  as  a  condition  of  continued  licensure,  to 
join  the  organization. 

►  The  State  Auditor  is  to  approve  the  form  of  the  annual  report 
the  organization  is  to  produce  for  its  members. 

►  The  by-laws  note  all  funds  collected  as  stamping  fees  are  to  be 
kept  in  an  account  separate  from  all  other  funds. 

►  The  by-laws  state  that  the  funds  collected  as  stamping  fees  do 
not  constitute  assets  of  the  organization  and  should  not  be  used 
to  acquire  or  pay  debts  and  obligations  of  the  organization 
outside  the  scope  of  its  duties  as  a  surplus  lines  advisory 
organization. 

►  The  by-laws  note  that  upon  dissolution  of  the  organization  or 
termination  of  its  authority  to  operate  as  a  surplus  lines 
advisory  organization,  the  organization  shall  transfer  all 
unencumbered  funds  collected  as  a  stamping  fee  to  another 
surplus  lines  advisory  organization,  or  to  the  General  Fund  of 
the  state  of  Montana. 

GAAP  provides  criteria  for  determining  whether  a  particular  activity 
should  be  included  with  the  financial  activity  of  a  governmental 
entity.   Because  of  the  control  the  State  Auditor's  Office  has  over 
the  stamping  fee  and  the  activities  funded  by  the  fee,  the  financial 
activity  related  to  the  fee  should  be  recorded  on  the  accounting 
records  of  the  State  Auditor's  Office.   Based  upon  premiums  written 
in  the  state  of  Montana  for  surplus  lines  insurance,  we  estimate 
approximately  $87,500  and  S  102.500  of  revenue  and  expenditure 
activity  related  to  the  stamping  fee  was  not  recorded  on  the  financial 
records  of  the  State  Auditor's  Office  in  fiscal  years  1998-99  and 
1999-00,  respectively.   Office  accounting  personnel  noted  they  were 
not  aware  of  the  stamping  fee  and  the  activities  it  funded  until 
recently,  and  that  is  when  they  brought  the  issue  to  our  attention. 
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Insurance  Settlements 


In  our  prior  audit  of  the  office,  we  noted  two  consent  agreements, 
totaling  523,500,  that  were  entered  into  by  the  office  during  the 
current  audit  period.   These  consent  agreements  were  entered  into 
with  companies  the  office  believed  had  violated  insurance  or 
securities  laws.   According  to  office  management,  companies  want 
to  settle  issues  with  the  office  to  avoid  court  costs  and  a  fine 
showing  on  the  company's  records.   The  funds  from  the  consent 
agreements  are  generally  used  for  community  service  purposes. 


In  our  prior  audit  report,  we  noted  the  office  should  record  the 
$23,500  in  settlement  income  on  the  state's  accounting  records.   The 
$23,500  has  still  not  been  recorded  on  the  state's  accounting  records 
during  the  current  audit  period. 

The  office  is  involved  in  the  negotiation  of  the  settlement  and  is 
named  in  the  settlement  and  consent  agreements.   The  settlements 
were  not  paid  to  a  wronged  party  and  are  benefiting  the  securities 
and  insurance  industry  and  Montanans.   Therefore,  the  office  should 
record  these  settlements  as  revenue  and  expenditures  on  its 
accounting  records. 


Recommendation  #6 

We  recommend  the  office: 

A.  Record  all  revenue  and  expenditures  related  to  the 
stamping  fee  established  in  section  33-2-321(5), 
MCA,  on  the  state's  accounting  records. 

B.  Record  all  settlement  revenue  and  expenditures  not 
specific  to  a  wronged  party  on  the  state's  accounting 
records. 
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LEGISLATIVE  AUDIT  DIVISION 

Scott  A.  Seacat,  Legislative  Auditor                               /&TI2i^  Deputy  Legislative  Auditors: 

John  W.  Northey,  Legal  Counsel                                    (^^^^Sl  Jim  Pellegrin'<  Performance  Audit 

Tori  Hunthausen,  IT  &  Operations  Manager                   ^Plflf'^ly  James  Gillett,  Financial-Compliance  Audit 


INDEPENDENT  AUDITOR'S  REPORT 


The  Legislative  Audit  Committee 
of  the  Montana  State  Legislature: 

We  have  audited  the  accompanying  Schedules  of  Changes  in  Fund  Balances  &  Property  Held  in  Trust, 
Schedules  of  Total  Revenues  &  Transfers-In,  and  Schedules  of  Total  Expenditures  &  Transfers-Out  of  the 
State  Auditor's  Office  for  each  of  the  fiscal  years  ended  June  30,  1999  and  2000.  The  information 
contained  in  these  financial  schedules  is  the  responsibility  of  the  office's  management.  Our  responsibility 
is  to  express  an  opinion  on  these  financial  schedules  based  on  our  audit. 

We  conducted  our  audit  in  accordance  with  generally  accepted  auditing  standards.  Those  standards 
require  that  we  plan  and  perform  the  audit  to  obtain  reasonable  assurance  about  whether  the  financial 
schedules  are  free  of  material  misstatement.  An  audit  includes  examining,  on  a  test  basis,  evidence 
supporting  the  amounts  and  disclosure  in  the  financial  schedules.  An  audit  also  includes  assessing  the 
accounting  principles  used  and  significant  estimates  made  by  management,  as  well  as  evaluating  the 
overall  financial  schedule  presentation.  We  believe  that  our  audit  provides  a  reasonable  basis  for  our 
opinion. 

As  described  in  note  1,  the  financial  schedules  are  presented  on  a  comprehensive  basis  of  accounting  other 
than  generally  accepted  accounting  principles.  The  schedules  are  not  intended  to  be  a  complete 
presentation  and  disclosure  of  the  office's  assets  and  liabilities. 

In  our  opinion,  the  financial  schedules  referred  to  above  present  fairly,  in  all  material  respects,  the  results 
of  operations  and  changes  in  fund  balances  and  property  held  in  trust  of  the  State  Auditor's  Office  for  each 
of  the  fiscal  years  ended  June  30,  1999  and  2000,  in  conformity  with  the  basis  of  accounting  described  in 
note  1. 

Respectfully  submitted 


Kespectiuny  suDmittea.^ *^-> 

James  Gillett,  CPA 
Deputy  Legislative  Auditor 


February  14,2001 


Room  160,  State  Capitol  Building,  PO  Box  201705  Helena  MT  59620-1705 
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Basis  of  Accounting 


Notes  to  the  Financial  Schedules 

For  the  Two  Fiscal  Years  Ended  June  30,  2000 


1.    Summary  of  Significant 
Accounting  Policies 


The  office  uses  the  modified  accrual  basis  of  accounting,  as  defined 
by  state  accounting  policy,  for  its  Governmental  and  Agency  Funds. 
In  applying  the  modified  accrual  basis,  the  office  records: 


Revenues  when  it  receives  cash  or  when  receipts  are 
measurable  and  available  to  pay  current  period  liabilities. 

Expenditures  for  valid  obligations  when  the  office  incurs  the 
related  liability  and  it  is  measurable,  with  the  exception  of  the 
cost  of  employees'  annual  and  sick  leave.   State  accounting 
policy  requires  the  office  to  record  the  cost  of  employees' 
annual  leave  and  sick  leave  when  used  or  paid. 

Expenditures  may  include:  entire  budgeted  service  contracts  even 
though  the  office  receives  the  services  in  a  subsequent  fiscal  year; 
goods  ordered  with  a  purchase  order  before  fiscal  year-end,  but  not 
received  as  of  fiscal  year-end;  and  equipment  ordered  with  a 
purchase  order  before  fiscal  year-end. 


Basis  of  Presentation 


The  financial  schedule  format  is  in  accordance  with  the  policy  of  the 
Legislative  Audit  Committee.   The  financial  schedules  are  prepared 
from  the  transactions  posted  to  the  state's  accounting  system 
without  adjustment. 


Accounts  are  organized  in  funds  according  to  state  law.   The  office 
uses  the  following  funds: 


Governmental  Funds 


General  Fund  -  to  account  for  all  financial  resources  except  those 
required  to  be  accounted  for  in  another  fund. 


Special  Revenue  Fund  -  to  account  for  proceeds  of  specific  revenue 
sources  legally  restricted  to  expenditures  for  specific  purposes.   The 
office's  Special  Revenue  Fund  includes  Insurance  and  Security 
Division  activity  such  as  the  Securities  and  Insurance  Examination 
Fees,  Insurance  Industry  Continuing  Education  Program,  and 
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Securities  Portfolio  Registration.  Also  recorded  in  the  office's 
Special  Revenue  Fund  is  the  receipt  and  disbursement  of  Federal 
Forest  Reserve  funds  to  Montana  counties  and  private  funds  received 
from  securities  and  insurance  settlements.  Beginning  January  1, 
2000,  Insurance  License  Fees  are  included  in  the  office's  Special 
Revenue  Fund.  This  change  is  explained  in  Note  5. 


Fiduciary  Funds 


Agency  Funds  -  to  account  for  assets  held  by  the  state  in  a  trustee 
capacity  or  as  an  agent  for  individuals,  private  organizations,  other 
governments  or  other  funds.   Office  agency  funds  include  an 
Agency  Fund  to  account  for  cash  and  securities  held  in  trust  by  the 
office  in  accordance  with  section  33-2-1 11,  MCA. 


2.    General  Fund  Balance 


The  negative  fund  balance  in  the  General  Fund  does  not  indicate 
overspent  appropriation  authority.   Each  agency  has  authority  to  pay 
obligations  from  the  statewide  General  Fund  within  its  appropriation 
limits.   Each  agency  expends  cash  or  other  assets  from  the  statewide 
fund  when  it  pays  General  Fund  obligations.   The  office's 
outstanding  liabilities  exceed  the  assets  the  agency  has  placed  in  the 
fund,  resulting  in  negative  ending  General  Fund  balances  for  each  of 
the  two  fiscal  years  ended  June  30,  1999  and  June  30,  2000. 


Expenditure  Program 
(Sub-Class) 


As  part  of  the  implementation  of  a  new  accounting  system  in  fiscal 
year  1999-00,  state  officials  determined  that  a  sub-class  designation 
would  identify  the  program  to  which  an  expenditure  should  be 
charged.   State  officials  did  not  require  non-budgeted  expenditure 
transactions  to  be  identified  to  a  sub-class.   The  program 
designations  in  the  Schedule  of  Total  Expenditures  &  Transfers-Out 
for  the  fiscal  year  ended  June  30,  2000  are  based  on  the  sub-class 
designation  used  when  the  expenditures  were  recorded.   The 
accounting  system  did  not  require  agencies  to  code  non-budgeted 
accounts  with  a  subclass  code  identifying  the  expenditure  program  in 
which  the  activity  occurred.   This  non-budgeted  activity  is  included 
in  the  column  titled  Program  (Sub-Class)  Not  Specified  on  the 
Schedule  of  Total  Expenditures  &  Transfers-Out  For  the  Fiscal  Year 
Ended  June  30,  2000. 
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4.    Direct  Entries  to  Fund 
Balance 


Direct  entries  to  fund  balances  in  the  General  and  Special  Revenue 
fund  types  in  fiscal  year  1999-00  include  entries  generated  by 
SABHRS  to  reflect  the  flow  of  resources  within  individual  funds 
shared  by  separate  agencies. 


Similar  transactions  are  reported  in  the  General  and  Special  Revenue 
fund  types  as  Cash  Transfers  in  fiscal  year  1998-99. 


Insurance  Licensing  and 
Annual  Report  Filing 
Fees 


Beginning  January  1 ,  2000,  insurance  licensing  and  annual  report 
filing  fee  activity  was  accounted  for  in  the  Special  Revenue  Fund  in 
accordance  with  changes  in  the  state  law  during  the  1999  Legislative 
Session.   Prior  to  January  1,  2000,  this  activity  was  recorded  in  the 
General  Fund.   To  mitigate  the  loss  of  funding  provided  to  the 
General  Fund,  the  State  Auditor's  Office  is  required  to  transfer 
$399,814  from  the  Special  Revenue  Fund  to  the  General  Fund  at 
fiscal  year-end  1999-00  and  $563,567  at  fiscal  year-end  2000-01. 
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Montana  State  Auditor  commissioner  of  insurance 

JOHN  MORRISON  commissioner  of  securities 


March  13,  2001  m  |  3  200I 


Mr.  Scott  A.  Seacat 

Legislative  Auditor 

Office  of  the  Legislative  Auditor 

State  Capitol 

P.O.  Box  201705 

Helena,  MT  59620-1705 

Dear  Mr.  Seacat: 

We  have  reviewed  your  financial  compliance  audit  for  the  two  fiscal  years  ending  June 
30,  2000.    Our  response  to  each  audit  recommendation  follows: 

Recommendation  #1: 

We  recommend  that  the  office  establish  procedures  to  ensure  that  Federal  Forest 
Reserve  Funds  are  distributed  to  the  counties  within  30  days  of  receipt  of  final  payment 
as  required  by  law. 

Agency  Response: 

We  concur.    The  office  will  work  with  the  Board  of  Investments  to  ensure  the  total 
distribution  of  Federal  Forest  Reserve  Funds  can  be  distributed  to  counties  within  the  30 
days  of  receipt. 

Recommendation  #2: 

We  recommend  that  the  office  establish  procedures  to  ensure  compliance  with  federal 
regulations  regarding  employee  payroll  withholding  information. 

Agency  Response: 

We  concur.  The  office  has  implemented  a  policy  that  now  requires  a  signed  Form  W-4 
for  each  employee  for  federal  withholding  purposes.  We  have  updated  all  personnel 
files  to  include  a  signed  Form  W-4  for  all  employees. 
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Recommendation  #3: 

We  recommend  the  office  properly  record  accruals  in  accordance  with  state  law  and 
policy. 

Agency  Response: 

We  concur.  We  would  like  to  note  that  the  office  did  communicate  with  the  Department 
of  Administration  and  SABHRS  representatives  during  fiscal  year  related  to  recording 
accruals.  The  office  has  taken  steps  to  correct  the  procedures  recording  accruals  at 
fiscal  year  end. 

Recommendation  #4: 

We  recommend  the  office  ensure  all  securities  on  deposit  are  assigned  to  the  office  and 
properly  record  all  securities  and  cash  on  deposit  in  accordance  with  state  law. 

Agency  Response: 

We  concur.     The  office  has  recorded  the  securities  on  deposit  on  June  30th  of  each 
year.  This  entry  reflected  the  March  31  value  of  securities  on  deposit.  The  office  will 
now  record  these  deposits  during  the  fiscal  year  end  cut  off  period  and  record  the  most 
recent  securities  on  deposit,  which  should  take  into  account  all  deposits  for  the  quarter 
ending  June  30th  of  each  year. 

Recommendation  #5: 

We  recommend  the  office: 

A.  Record  fee  revenue  received  in  the  proper  fund  in  accordance  with  state  law. 

B.  Transfer  $5, 1 50  to  the  General  Fund. 

Agency  Response: 

We  concur.  The  agency  underwent  a  change  in  fee  structure  and  a  minor  category  was 
overlooked.    This  category  of  fees  should  have  gone  into  the  state  general  fund  and  the 
monies  received  were  deposited  into  a  state  special  revenue  account.  The  total  amount 
of  fees  incorrectly  coded  were  $5,150.    The  category  has  been  corrected  and  will  be 
deposited  into  the  general  fund.    A  correcting  entry  to  the  general  fund  for  the  $5,150 
has  been  completed. 
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Recommendation  #6: 
We  recommend  the  office: 

A.  Record  all  revenue  and  expenditures  related  to  the  stamping  fee  established  in 
Section  33-2-321(5),  MCA,  on  the  state's  accounting  records. 

B.  Record  all  settlement  revenue  and  expenditures  not  specific  to  a  wronged  party 
on  the  state's  accounting  records. 

Agency  Response: 

We  concur.  The  office  will  implement  procedures  to  properly  record  the  operations  of 
the  stamping  office  to  comply  with  state  accounting  records. 

In  addition,  the  office  has  requested  HB  542,  sponsored  by  Representative  John 
Musgrove,  to  provide  a  contingency  plan  for  collection  and  use  of  the  fee  by  the  State 
Auditor's  Office  if  the  Montana  Surplus  Lines  Agents  Association  is  unable  to  have  the 
function  performed  properly.  The  State  Auditor's  Office  will  record  all  revenue  and 
expenses  on  the  state  accounting  records  regardless  of  who  performs  the  functions. 

In  addition,  the  office  is  in  the  process  of  implementing  procedures  between  the  legal 
division  and  the  accounting  division  to  ensure  all  settlement  revenue  and  expenses  not 
specific  to  a  wronged  party  is  recorded  on  the  state's  accounting  records. 

I  would  like  to  thank  your  staff  for  their  time  and  effort  during  this  audit.  They  were  very 
professional  and  helpful  addressing  the  issues  that  concerned  my  staff  and  pointing  our 
areas  that  need  improvement. 


Sincerely 


John^&rfison 
State  Auditor 

JM/jhn 
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